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MEMORANDUM OPI NI ON ON DEBTOR' S
OBJECTION TO CLAIM OF | NTERNAL REVENUE SERVI CE

In this case we are called upon to decide whether M chael J.
Premo ("Debtor") bears financial responsibility for +the wunpaid w thholding
taxes of two conpanies in which he was the principal equity owner. The

Debtor has objected to the proof of <claim filed by the Internal Revenue

Service ("IRS" or "Government") for wthheld but wunpaid personal income and
social security taxes due from Tri-Cities Conputer Mart, Inc. ("Tri-Cities")
and Flint M crocomnput ers, I nc. Besides the Debt or, three witnesses
testified at trial, one of whom was called by the IRS. As the question of

which party bore the burden of proof was an issue to be decided after trial,

each party tried the case as if it bore the burden. The case was well-tried
and the issues were extensively briefed. For the reasons which follow, we
sustain the Debtor's objection. The following shall constitute our findings

of fact and conclusions of |aw as required by Bankruptcy Rule 7052.
This is a contested nmatter, Bankruptcy Rule 9014, and is wthin

the bankruptcy jurisdiction of the federal court, 28 U S C.  §1334. Thi s



matter is a core proceeding under 28 U.S.C. 8157(b)(2)(B).
EACTS
The Debtor incorporated and began operating Tri-Cities, a retail
computer sales conpany, in 1978. Between 1978 and 1983, the Debtor served
as Tri-Cities' secretary/treasurer and, along with his wfe, was responsible
for the conpany's bookkeeping and accounting duties. Followi ng the

resignation of the conpany's co-founder, the Debtor became president of Tri-

Cities in January, 1983. The company expanded, with gross sales doubling
each year from 1978 to 1985. The Debtor, who had no prior training or
experience in finance, hired Philip Brzezinski for the newWy created
position of chief financial officer in April of 1983. As the CFQ
Br zezi nski assunmed responsibility for al | accounting aspects of t he
conpany, thereby permtting the Debtor to concentrate on sales. In late

1985 or early 1986, Tri-Cities acquired 90% of the stock of Fl i nt
M croconput ers. These two conpanies operated a total of five stores and,
by 1987, enpl oyed approxi mately 100 persons.

In early April, 1987, the Debtor received a default notice from
its principal financier, M chi gan Nati onal Bank ("M\B"), which <called in
Tri-Cities' debt of some $1.5 nillion. This was when the Debtor first
became aware that the conpanies were experiencing financial difficulties.
M\B, whose |oan was secured by, anmong other things, Tri-Cities' accounts,

inventory and proceeds thereof, notified the conpanies' account debtors on

approximately April 10, 1987 that paynments were to be made directly to the
bank. M\B officials came into Tri-Cities' offices on a daily basis and
renmoved all cash on hand. On or about April 21, 1987, the Debtor retained
| egal counsel and, on counsel's advice, hired Donald Gllings, a CPA

shortly thereafter to assess the financial status of the corporations.

Gllings, counsel and the Debtor then net with MB officials to negotiate



terms of a work-out. M\B reviewed the corporate financial statenments and
expressed concern regarding the accuracy of figures relating to accounts
recei vabl e. Brzezinski would not cooperate in efforts to prepare nore
accurate financi al st atenent s. On  April 28, 1987, Brzezi nski resi gned.
Subsequent reconstruction of the financial reports by outside accountants
indicated that the conpanies incurred a $900,000 loss in 1986 rather than
a $100,000 profit, as originally reported. Financial statenments for Apri

and My of 1987, prepared after Brzezinski's departure, indicated that,

rather than having a net worth of approximately $1 million as reported in

prior financial statements, the conpanies in fact were showing a $3 million
deficit. The Debtor first learned of a delinquency in federal withholding
tax paynents on April 30, 1987, when he and dGIllings came across severa

del i nquency notices from the IRS while I|ooking through Brzezinski's desk.

The Debtor's efforts to revive his corporations were shortlived
and unsuccessful; on My 19, 1987, Tri-Cities filed for bankruptcy under
Chapter 11, followed on My 29, 1987 by Flint Mcroconputers. Shortly
thereafter, on June 9, 1987, the Debtor personally filed for relief under
Chapter 11. The IRS filed a proof of claim alleging that the Debtor was
personally Iliable pursuant to 86672 of the Internal Revenue Code (IRC) for
$242,877.13 in unpaid income and social security taxes owing from Tri-Cities
and Flint Mcroconputers.! Section 6672 states in pertinent part:

Any person required to collect, truthfully account

for, and pay over any tax inposed by this title who

willfully fails to collect such tax, or truthfully

account for and pay over such tax, or willfully
attenpts in any manner to evade or defeat any such tax

These taxes, which nust be deducted from enpl oyee wages, are
held in trust by the enployer pursuant to 87501 of the IRC, and are
thus frequently referred to as "trust fund taxes." Slodov v. United
States, 436 U.S. 238, 242-43 (1978).




or the payment thereof, shall . . . be liable to a

penalty equal to the amunt of the tax evaded, or not

coll ected, or not accounted for and paid over
26 U.S.C. §6672(a).

The Debtor does not deny that his conpanies failed to pay
wi thholding taxes for the time periods in question, but he does deny that
he was personally responsible for collecting and paying these taxes. The
Debtor also denies that he "willfully" failed to pay the trust fund taxes.
Each party clainms that the other bears the burden of proof in this case, and
that issue will be addressed first.

BURDEN OF PROOF

Pursuant to 8502(a) of the Bankruptcy Code and Bankruptcy Rule
3001(f), a properly executed proof of <claim constitutes prinma facie evidence
of its correctness. It is a well-settled principle of bankruptcy |aw that
a party objecting to the claim "carries the burden of going forward to meet

overcone, or at |east equalize, what operates in favor of the creditor by

the force of section 502(a) and the Rule." 3 Collier on Bankruptcy,
1502.01[3] (15th ed. 1989). The "burden of wultimte persuasion,” however,
"is always on the claimnt." 1d. The underlying rationale for this rule

is that a claimant in a bankruptcy proceeding is in the sane posture as a
civil plaintiff in a non-bankruptcy proceeding, who generally is assigned

the burden of proving its claim against the defendant wunder non-bankruptcy

[ aw. See In re Lewis, 80 B.R 39, 40 (Bankr. E.D. Pa. 1987); In_re KDI
Corp., 2 B.R 503, 504 (Bankr. S.D. Ohio 1980); 3 Collier on Bankruptcy,
supra. The problem in this case, however, 1is that the applicable non-

bankruptcy law is tax law, which places the burden of persuasion upon the
taxpayer to show that he is not Iiable for the anount sought by the

gover nment . It is this apparent conflict which presents a problem in this



case.
As previously stated, the taxpayer generally bears the burden of
pr oof in non-bankruptcy litigation ~concerning the correctness of t axes

assessed by the |IRS. Helvering v. Taylor, 293 U S. 507 (1935); MWelch v.

Helvering, 290 U S. 111 (1933); United States v. Rexach, 482 F.2d 10 (1st

Cr. 1973), cert. denied 414 U S. 1039 (1973). Simlarly, a person from

whom the |IRS seeks to recover a penalty under 26 U S.C. 86672 nmust prove

that he is not liable for paynent of the assessed penalty.? Cal derone v.

United States, 799 F.2d 254 (6th Cir. 1986); Sinder v. United States, 655

F.2d 729 (6th Cir. 1981); Psaty v. United States, 442 F.2d 1154 (3d GCir.

1971). This general rule of procedure appears to be derived primarily from
case law, no statute or regulation categorically assigns the burden of proof
to the taxpayer in litigating disputes with the IRS.?

In this case, the |IRS never assessed the Debtor for the wunpaid
taxes, presumably because it had not conpleted its investigation of the
taxpayi ng conpanies when the Debtor's bankruptcy was filed. The Governnent

vehenently argued that its failure to assess is of no inportance. Because

2Al though liability under 86672 is characterized as a "penalty,"
the provision is essentially an "alternative collection source for
trust fund taxes." United States v. Energy Resources Co., lnc., ___
US __ (1990) (LEXIS 2787). Section 6671 of the IRC states that
penal ti es such as that inposed under 86672 "shall be assessed and
collected in the same manner as taxes. Except as otherw se provided,
any reference in this title to "tax' inposed by this title shall be
deened also to refer to the penalties and liabilities provided by
this subchapter.” 26 U S.C. 86671. For purposes of analysis, then
a "penalty payer" under 86672 is essentially equivalent to a
"taxpayer," and the latter term may be used hereafter in reference to
persons held |iable under 86672.

SPursuant to 87422(e) of the IRC, however, a person who has
filed suit against the RS to recover tax or penalty paynents bears
the burden of proof as to issues (other than fraud) raised by any
counterclaimnmade by the IRS for an asserted deficiency relating to
the tax or penalty in question. 26 U S.C. 87422(e). See also Rule
142(a), Tax Court Rules of Practice and Procedure, 26 U S.C. A foll
8§7453.



the Debtor has taken no position on this issue, we have no occasion to
deci de the question.*

Many cases hold that the IRS bears the burden of proving its tax
claim in bankruptcy wthout regard to whether the tax in question was
assessed pre-petition. The wearliest case located in which the burden of

proof was assigned to the IRS wunder such circunstances is |In re Gorgeous

Blouse Co., Inc., 106 F. Supp. 465 (S.D. N.Y. 1952), where the court stated:
There is no doubt that the burden of establishing the
claim rests wupon the Governnent. The filing of a
sworn proof of claim is sufficient to establish a
prima facie case. It "compels the objector to go
forward and produce evidence enough to rebut t he
claimant's prinma facie case. [Once this is achieved,
it is for the claimant to prove his claim not for the
obj ect or to disprove it." These principles are

applicable to tax clains asserted by the Governnent.

Id. at 465 (citations omtted).

Gorgeous Blouse cited Collier on Bankruptcy as authority for the

proposition that the bankruptcy rule assigning the burden of proof to the
claimant applies with equal force when the claimant is a taxing authority.?®
The 14th edition of Collier states that "[a]s in the case of other types of
claims, a filed proof of a tax claim in proper form establishes a prinma
facie case for the allowance of the claim [citation omtted]. The burden

of proof is on the claimant, but the burden of going forward and introducing

evidence to rebut the priman facie case is on the objecting party [citing |n

‘W note, without adopting their views, that several courts have
apparently disagreed with the Governnent's position. See Inre
Uni net Corp., 74 B.R 156, 165-66 (Bankr. N.D. Chio 1987); United
States v. Kontratos, 35 B.R 135, 139 (Bankr. D. Me. 1983), aff'd 36
B.R 928 (D. Me. 1984); In re Coleman Anerican Conpanies, Inc., 26
B.R 825, 830-31, 10 B.C.D. 185 (Bankr. D. Kan. 1983); ln re Twoney,
24 B.R 799, 804 (Bankr. WD. N. Y. 1982).

SCGorgeous Blouse also cited In re C ayton Magazines, 77 F.2d 852
(2d Cir. 1935) for the sane proposition. That case, however, is not
on point; nowhere in Clayton did the court indicate that the
government bore the burden of proving its claimagainst the bankrupt.

6



re Bradley, 16 F.2d 301 (S.D. NY. 1926)]." 3A Collier on Bankruptcy,

164. 409 (14th ed. 1988) (enphasis added).*®

The authority cited in Collier is not persuasive,’” and Gorgeous
Bl ouse offers no rationale to justify its holding. Nevert hel ess, mmny cases

deci ded subsequent to Gorgeous Blouse have reached the same concl usion,

often citing Gorgeous Blouse or cases which in turn relied upon Gorgeous

Bl ouse. 8 In re Fidelity Holding Co., Ltd., 837 F.2d 696, 698 (5th Cir.

1988); In re Seafarer Fiber dass Yachts, Inc., 475 F. Supp. 1097 (E.D. N.Y.

1979); Watson v. Thonpson, 456 F. Supp. 432, 435 (S.D. Ga. 1978); In re

Avien, 390 F. Supp. 1335, 1342 (E.D. N.Y. 1975), aff'd, 532 F.2d 273 (2d

Cir. 1976); In re Slodov, 75-2 USTC 19829 (N.D. Ohio 1975), aff'g in part

74-2 USTC 919719 (Bankr. N.D. Ohio 1974), rev'd on other grounds, 552 F.2d

159 (6th Cir. 1977), rev'd on other grounds, 436 US. 238 (1978); In re

Brady, 110 B.R 16, 18 (Bankr. D. Nev. 1990); In re Gan, 108 B.R 668, 674

(Bankr. E.D. Ark. 1989); In re Derickson, 104 B.R 346, 349 (Bankr. D. O.

5No statenment to this effect could be |ocated in the 15th
edition of Collier

Bradl ey involved a proof of tax claimfiled against the
bankrupt by the City of New York. |In addressing the evidentiary
wei ght of the claim the court stated that "[t]he filing of the sworn
proofs of claimby the city ambunted to prim facie cases, and no
addi ti onal proof was required to be produced, unless sone evidence
contradicting it was produced by the objector. While the burden of
proving a claimrests on the clainmant, the claimant had made out a
prima facie case when it filed the verified proof of claim. .
16 F.2d at 302 (citation omtted). The case cited in Bradley,
however, concerned a claimfiled by a non-governnental entity, and
Bradl ey did not discuss whether tax clainms should be treated
differently fromother types of clains with respect to allocation of
t he burden of proof. It is therefore weak authority for the
contention that the Government nust prove the validity of its tax
clai magai nst a debtor just |ike any other claimnt.

8 the cited cases, all involved the IRS as the tax cl ai nant
except Fidelity Holding (State of California), Avien (City of New
York), Koontz (State of Mssouri), Seafarer (State of New York), and
LG) Restaurant (State of New York).




1989); In re Butcher, 100 B.R 363, 367 (Bankr. E. D. Tenn. 1989); In re

Hudson Oil Co., lnc., 91 B.R 932, 945 (Bankr. D. Kan. 1988); 1n re Brickell
Inv. Corp., 85 B.R 164, 167 (Bankr. S.D. Fla. 1988); In re Sunma T Corp.,
Int'"l., 73 B.R 388, 394 (Bankr. E.D. Ark. 1987); In re Koontz Aviation

Inc., 71 B.R 608, 610 (Bankr. D. Kan. 1987); In re Brahm 52 B.R 606, 608

(Bankr. MD. Fla. 1985); In re Ashline, 37 B.R 136, 139 (Bankr. N.D. N.Y.

1984); In re L.GJ. Restaurant, Inc., 27 B.R 455, 459 (Bankr. E.D. N.Y.

1983); In _re Mtor Freight Express, No. 82-04944S (Bankr. E.D. Pa. 1988)

(LEXI S 2608). 9

In another pre-Code case, the Sixth Circuit held that the State

of Ohio bore the burden of proving that the bankrupt owed it unpaid payroll

preni uns. In re Highway Const. Co. of Ohio, 105 F.2d 863 (6th Cir. 1939).
The court concluded that the proof of claim filed by the state "is prina
facie proof. But prima facie proof is rebuttable. [ The bankrupt]

i ntroduced evidence tending to rebut [the State's] claim and it was
therefore incunbent wupon [the State] to introduce evidence to establish its

claim [citing Alexander v. Theleman, 69 F.2d 610 (10th Cir. 1934)]." 1d.

at 806 (citation omtted). Al t hough Highway Construction differs from this

case inasnmuch as the <claimant was a state, rather than the IRS, the
rationale nmotivating the "IRS rule,” which we shall discuss, would appear
to be equally applicable to other taxing entities. Mor eover, the genera

rules described in Highway Construction regarding the evidentiary effect of

clains filed against a debtor remain unchanged today under the Code. See

SFidelity Holding cited LG Restaurant in support of its
conclusion, and LGJ Restaurant in turn relied upon |In re Cavanaugh
Communities Corp., 3 B.C.D. 967 (Bankr. S.D. N Y. 1977). However,
the claimant in Cavanaugh was a private party, not a governnental
entity. The "pedigree" of these cases is therefore sonewhat tainted,
particularly since many cases cited Fidelity Holding or L&
Restaurant as authority.




Bankruptcy Rule 3001(f); In re Wlls, 51 B.R 563, 566 (D. Colo. 1985). The

conclusion reached by the Sixth Circuit is therefore relevant to the present

di spute. 10

While a great nunber of cases have held that taxing authorities
must bear the burden of proving their claim against the debtor just Iike any
other claimant, there are nmany cases which have held to the contrary. Resyn

Corp. v. United States, 851 F.2d 660, 662-63 (3d Cir. 1988); In re Uneco,

532 F.2d 1204 (8th Cir. 1976); Paschal v. Blieden, 127 F.2d 398 (8th Cir.
1942); In re Terrell, 75 B.R 291, 295 (N.D. Ala. 1987), rev'g 65 B.R 365

(Bankr. N.D. Ala. 1986), aff'd, 835 F.2d 1439 (11th Cir. 1987); Wlliams V.

United States (In_ re WlIllians), Case No. 88- 135965, Adv. No. 89- 09565

(Bankr. E.D. Pa. 1990) (LEXIS 358); United States v. Mkle (ln re Mkle),

Case No. BK-S-81-1279, Adv. No. 87-0134 (Bankr. D. Nev. 1990) (LEXIS 397);

In re Horton, 95 B.R 436, 440 (Bankr. N D. Tex. 1989); In re Neeseman, No.

83-05396 (Bankr. N.D. Ga. 1989) (LEXIS 2383); In re Byers, No. 87-B-07112M

(Bankr. D. Colo. 1989) (LEXIS 1674); 1In re Fry, 91 B.R 69, 70 (Bankr. E.D.

Mo. 1988); In re Green, 89 B.R 466, 474 (Bankr. E.D. Pa. 1988);' In re

Quattrone Accountants, Inc., 88 B.R 713, 718, 17 B.C. D. 1343 (Bankr. WHD.

Pa. 1988), aff'd, 100 B.R 235 (WD. Pa. 1989), aff'd, 895 F.2d 921 (3d Cir.

1990); In re Dugue, 82 B.R 610, 612 (Bankr. S.D. Fla. 1988); 1In_ re

Wei nberg, 76 B.R 215, 217 (Bankr. S.D. Fla. 1987); In re Fogelberg, 79 B.R

368, 372 (Bankr. N.D. Ill. 1986); In re Stroupe, 69 B.R 240, 244 (Bankr.

°The persuasive force of Highway Construction is limted,
however, as the court was apparently not presented with the argunent
that different rules regarding the burden of proof should apply to
tax clains. Moreover, the claimnt in Al exander, which Hi ghway
Construction cited, was not a taxing authority.

Ul n Geen, Judge Scholl in effect reversed his decision as to
the burden of proof in Mdtor Freight Express, supra, apparently in
response to the Third Circuit's decision in Resyn.

9



MD. Fla. 1986);%* In re Allen, 67 B.R 46, 47, 14 B.C. D. 1349 (Bankr. WD.

N.Y. 1986); In re lLester, 51 B.R 289, 290 (Bankr. MD. Fla. 1985); Iln re

Bradford, 35 B.R 166, 169-70 (Bankr. WD. Va. 1983); In re Summers, 32 B.R

861, 866 (Bankr. N.D. Chio 1983).13

In Resyn, the debtor corporation appealed a judgnent against it
for inconme tax deficiencies owed to the IRS. The Third Circuit described

the relative burdens of the parties as foll ows:

The governnent's deficiency assessnment ordinarily is
afforded a presunption of correctness, thus placing
the burden of producing evidence to rebut t hat

presunption squarely on the taxpayer. Resyn first
argues that the nmethod of conputation adopted by the
l.R S in determining Resyn's tax deficiencies was
arbitrary and clearly erroneous. The burden of
proving that an assessment is arbitrary and excessive
rests on the taxpayer; if the taxpayer cannot prove
that the assessment was arbitrary, it retains the

burden of overcoming the presunption in favor of the
government that the assessnent was not erroneous.

12Judge Paskay's decision in Stroupe, which related to an I RS
claimfor unpaid i ncome taxes, appears to contradict his earlier
holding in In re Brahm 52 B.R 606 (Bankr. M D. Fla. 1985), which
i nvol ved penalty assessnents under 26 U. S.C. 86672.

3An "intermedi ate" position was taken in In re Hanshaw, 94 B.R
753 (Bankr. M D. Fla. 1988). Citing the decision of its court of
appeal s in Thibodeau v. United States, 828 F.2d 1499 (11th Cir
1987), the bankruptcy court placed the burden on the IRS to establish
that the debtor was a "responsi ble person"” under 86672 of the IRC
94 B.R at 756-57. |If that burden was net by the governnment, the
debt or woul d bear the burden of proving that he |acked "willful ness,”
a second elenment required by the statute. |1d. at 757. Thi bodeau
cited Mazo v United States, 591 F.2d 1151, 1155 (5th Cir.), cert.
deni ed sub nom Lattinore v. United States, 444 U. S. 842 (1979), for
the proposition that "[o]lnce it is established that a taxpayer is a
responsi bl e person, the burden of proving lack of willfulness is on

the taxpayer." 828 F.2d at 1505. Mazo did indeed so state, and the
qgquot ed | anguage seens to inply that the Governnment carries the burden
of proving that the taxpayer is a "responsible person." However,

Mazo relied on Anderson v. United States, 561 F.2d 162 (8th Cir

1977) and Liddon v. United States, 448 F.2d 509 (5th Cir. 1971) cert.
deni ed, 406 U. S. 918 (1972), each of which clearly held that the

t axpayer bears the burden of proof as to both elenents. See
Anderson, 561 F.2d at 165; Liddon, 448 F.2d at 513-14. The

concl usion in Hanshaw therefore stens froma nmisreadi ng of the

deci sions in Anderson and Liddon

10



851 F.2d at 662-63 (citations omtted). However, the cases cited in Resyn
were not bankruptcy proceedings, and the Third Circuit never addressed the
tension between these <cases and the |ongstanding bankruptcy ©policy of
assigning the ultimte burden of proof to the clai mant.

Most of the other decisions cited above also relied on non-
bankruptcy cases in concluding that a debtor nust bear the burden of proof
in disputes over tax liability, or else cited bankruptcy cases which in turn
relied upon non-bankruptcy decisions. The cases so holding did not even
mention the general bankruptcy rule regarding allocation of the burden of
proof . Thus, the bankruptcy cases which follow the tax-litigation practice
of allocating the burden of proof to the taxpayer offer little or no
reasoning to justify this result.

The Court of Appeals for this circuit gave sonme guidance as to
how to allocate the burden of proof when that question is undecided:

Burden of proof allocations are governed by principles

of fairness, common  sense, and | ogic. A guiding

principle is to assign the burden to the "party who
presumably has peculiar nmeans of know edge enabling

him to prove its falsity if it false." See 9 J.
W gnore, Evidence in Trials at Comon Law 82486 at 290
(rev. 1981) (enphasi s in original). Anot her

consideration is to allocate the burden of proof to
the party to whose case the fact is essential.

First Nat. Bank v. Hurricane Elkhorn Coal Corp., 763 F.2d 188, 190 (6th Cir.
1985). This advice does Ilittle for us in this case, however. Fai r ness,
common sense and logic do not wunequivocally point to either party. Al t hough
the Debtor would appear to have "peculiar nmeans of know edge" regarding the
role he played in the financial affairs of his taxpayer conpanies, the
objective facts on this point are available to both parties through
documents and witnesses.

It is likewise as to the question of whether the Debtor wllfully

failed to pay the trust fund taxes. While willfulness would seem to present

11



a subjective question of fact peculiarly within the know edge of the Debtor,

it my nonetheless be established based upon evidence to which both parties

have access. See Calderone, 799 F.2d at 260 (summary judgnent in favor of
taxpayer reversed based in part on testinmony by wtnesses indicating that

taxpayer had know edge of the tax delinquency); Braden v. United States, 442

F.2d 342, 344 (6th Cir.), cert. denied, 404 U S 912 (1971) (wllfulness

established through testinobny of wtnesses); |.RS. v. Blais, 612 F. Supp.

700, 708 (D. Mass. 1985) (stating that, although wllfulness is subjective
in nature, "the factfinder may find from circunstantial evidence that the
state of mind of know edge of the relevant facts existed"). Therefore, the
Debtor's subjective intent would hardly be conclusive of the issue.

The | ast consi deration cited in Hurri cane El khorn Coal is

circular in the context of this case, as the underlying facts are essential
to whichever side bears the burden of proof on the issues in question.
Therefore, we are relegated to an exam nation of the wunderlying rationale
for the conpeting general rules applicable to tax Ilitigation and bankruptcy
clains litigation in order to make a determination as to which rule should
control in this case.

As justification for assigning the burden of pr oof to the
t axpayer in non-bankruptcy Ilitigation, the court in Rexach <cited five

factors which are relevant for present purposes:

[1] t he nor mal evidentiary rule i nposi ng pr oof
obligations on the noving party; [2] the relevant
prior Suprenme  Court precedents indicative, i f not
determ native of the issue, Wckwire v. Reinecke, 275
UusS 101, 105 . . . (1927); Wlch v. Helvering, 290
us 111, 115 . . . (1933); Helvering v. Taylor, 293
USsS 507, 515 . . . (1935); Bull v. United States, 295
us. 247, 260 . . . (1935); [3] the presunption of
adm nistrative regularity; [4] the Ilikelihood that the
taxpayer will have access to the relevant information;

and [5] the desirability of bolstering the record-
keeping requirements of the [Internal Revenue] Code.

12



482 F.2d at 16. The court then concluded that the taxpayer nust bear the
burden of proof even when it is the governnment which is the noving party,
reasoni ng that to rule otherwise "would encourage taxpayer delay and
i naction, thereby inposing on the government the costs and burdens both of
borrowing nmney to neet the gap of unpaid taxes and of initiating
litigation.” 1d. at 17.

The Suprene Court cases cited in Rexach offer no policy argunents

other than the traditional allocation of the burden of proof to the

plaintiff. Thus, the first two factors enunmerated above are somewhat
redundant . Moreover, because a party filing a claim in bankruptcy against
the debtor is in effect the noving party, these two factors actually

mlitate toward requiring the IRS to prove the validity of its tax claim

The "presunption of administrative regularity”" to which Rexach
refers has been described as a presunption that, in the absence of evidence
to the contrary, "whatever is required to give validity to the official's

act in fact exists." Borg Warner Corp. v. CIR, 660 F.2d 324, 330 (7th GCir.

1981) (footnote onmtted). Al though this presunption is well-established and
does indeed operate in favor of the IRS, its significance should not be
exaggerated.* The Suprene Court stated that the presunption

does not supply proof of a substantive fact. Best, in
his Treatise on Ev., 8300, says: "The true principle
intended to be asserted by the [presunption] seenms to
be, that there is a general disposition in courts of
justice to wuphold judicial and other acts rather than
to render them inoperative . . . ." Nowhere is the
presunption held to be a substitute for proof of an
i ndependent and material fact.

“We are inclined to agree with the 7th Circuit's suggestion
that the presunption of adm nistrative regularity is itself "a thin
reed on which to rest tax liability." Zeeman v. United States, 395
F.2d 861, 866 (7th Cir. 1968).

13



United States v. Ross, 92 US. 281, 284-85 (1875). The effect of the

presunpti on should accordingly be limted to establishing the IRS proof of
claim as prima facie evidence of its wvaldity. See United States v.
Ri ndskopf, 105 U.S. 418, 422 (1881); United States v. Stonehill, 702 F.2d
1288, 1293 (9th Cir. 1983), cert. denied, 465 U S. 1079 (1984). The

presunption of admnistrative regularity has already been factored into the
equation, however, as Bankruptcy Rule 3001(f) assigns prina facie status to
properly filed clains against the debtor. Therefore, the presunption adds
nothing in this case.

Turning to the fourth factor cited in Rexach, it may be true that
the taxpayer is general ly nor e likely to have access to rel evant
i nformati on. It nmust be noted, however, that in bankruptcy an objection to
a claim may be made by any party in interest, not just the debtor or debtor
in possession. 11 U.S.C. 8502(a). There is wusually no reason to presune

that another <creditor, or even a bankruptcy trustee, has greater access to

the debtor's docunments than does the IRS. As the court noted in Brady, "the
estate is a party in interest and not just the taxpayer." 110 B.R at 18.

The court's generalization in Rexach therefore breaks down to some extent
in the context of bankruptcy, where many parties are involved in addition

to the IRS and the taxpayer.?®

S\Vbreover, a leading treatise argues that the significance of
"access to records" is overstated:

A doctrine often repeated by the courts is that
where the facts with regard to an issue lie
peculiarly in the know edge of a party, that
party has the burden of proving the issue

This considerati on shoul d not be
overenphasi zed. Very often one nust plead and
prove matters as to which his adversary has
superior access to the proof. Nearly al
required allegations of the plaintiff in
actions for tort or breach of contract relating
to the defendant's acts or om ssions describe
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Anot her factor cited in Rexach is "the desirability of bolstering
the record-keeping requirenments” of the IRS. This is a worthwhile
objective, but there are already significant incentives for the taxpayer to
comply with these record-keeping requirenents. 16 It seens unlikely that a

bankruptcy exception to the general rule allocating the burden of proof to

the taxpayer would result in a significant decrease in conpliance wth
recor d- keepi ng requirenments, particularly si nce i nadequat e record- keepi ng
constitutes a basis for denying a discharge in bankruptcy. 11 U S C

§727(a) (3).

Finally, t he concern expressed in Rexach about encour agi ng
taxpayer "delay and inaction' is a legitimte one. However, we do not
believe that a taxpayer is likely to view bankruptcy as an appealing nmeans
of avoiding inposition of the burden of proof. On bal ance, then, the policy

consi derations cited in Rexach do not appear to be especially conpelling.

matters peculiarly in the defendant's

know edge. Correspondi ngly, when the defendant
is required to plead contributory negligence,
he pleads facts specially known to the
plaintiff.

McCorm ck on Evidence, 8337, at 950 (3d ed. 1984). \Where, as in this
case, the issue of liability is to be resolved primarily by
testinmoni al evidence, the question of access to records becones even
| ess significant.

6Section 6001 of the IRC inposes an obligation on the taxpayer
to "keep such records . . . and comply with such rules and
regul ations as the Secretary may fromtine to tine prescribe.
Whenever, in the judgnent of the Secretary it is necessary, he may
require any person . . . to . . . keep such records, as the Secretary
deens sufficient to show whether or not such person is liable for tax
under this title." 26 U S.C. 86001. The IRC also provides that
"[i]f no nethod of accounting has been regularly used by the
taxpayer, or if the nethod used does not clearly reflect inconme, the
conmput ati on of taxable inconme shall be made under such nethod, as, in
t he opinion of the Secretary, does clearly reflect income." 26
U S.C. 8446(b). Moreover, failure on the part of a taxpayer to
produce pertinent docunentation may subject himto an inference that
t he docunentati on woul d have been unfavorable to his case. See
generally 29 Am Jur.2d, Evidence, 8175 et. seq.
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As previously noted, the practice in bankruptcy of requiring the
claimant to prove his claim is in essence an application of the general rule
allocating the burden of proof to the npving party. Those cases which have
i nvoked this rule even when the claimant is a taxing authority have done so
on the basis that (1) the Code |lacks any provision which distinguishes

government claims from claims of private entities, Fidelity Holding, 837

F.2d at 698, and (2) the IRS should be "treated |ike any other claimant
under the Bankruptcy Code because the estate is a party in interest and not
just the taxpayer," Brady, 110 B.R at 18. W also note that in other

contexts there is a tendency on the part of the courts to treat the

Governnent like any other creditor in bankruptcy where there is no statutory
basis for different treatnent. See, e.0., United States v. Arnold, 878 F.2d
925, 929 n. 4 (6th Cir. 1989). However, these argunments are not so forceful

as to independently warrant requiring the IRS to prove the correctness of
its tax claim

To recapitulate, no reported decision to which we were referred,
or which we located on our own, satisfactorily explains why either party in
this case should bear the burden of proof in the trial of a bankruptcy claim
obj ecti on. The policy considerations wunderlying the tax |litigation rule
(placing the burden on the taxpayer) are not persuasive. Mor eover, these
policy considerations are not substantially wundermined by recognition of an
exception when the taxpayer has filed for bankruptcy and the |litigation
occurs in the context of an objection to the IRS claim Finally, such an
exception is consistent with the Sixth Circuit's opi ni on in Hi ghway

Construction, as well as the decisions rendered by those bankruptcy and
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district courts located in this circuit which have considered the issue.?l’
Al l ocation of the burden of proof to the IRS may therefore be justifiable
in part as a neans of promoting wuniformty, if only wthin the Sixth
Circuit.?1s

In conclusion, the <case Jlaw on this issue is alnpst evenly
divided, and marked by Ilittle or no attenpt to analyze the question in any
detail . Neverthel ess, a few cases have nmde valid argunments as to why tax
clainms should not be treated differently from other kinds of clains against
the debtor. Al though the policy considerations cited in Rexach would also

apply to state tax clainms, the Sixth Circuit in Hi ghway Construction nade

no distinction between state clains and other types of clains. We therefore
decline to recognize an exception to the well-established rule allocating
to the creditor the ultimte burden of persuasion in a trial of an objection
to a claim
LIABILITY

In order to establish liability under 86672, the IRS nust prove
that the person from whom recovery is sought was "under a duty to perform
the act in respect of which the violation occurs.” 26 U.S.C. 86671(b). The

act" specified in 86672 is "to collect, truthfully account for, and pay
over any tax inmposed by this title . . . ." 26 U.S.C. 86672(a). For the
sake of brevity, +the <cases have generally characterized this elenent as

necessitating a finding that the individual is a "responsible person.’

Slodov v. United States, 436 U S. 238, 245 n. 7 (1978). The I RS must also

"The decisions in Uninet and Sl odov (both from Ohio) and
But cher (from Tennessee) are the only such cases |located within the
Sixth Circuit.

8Conpare Burnett v. Coronado Gl & Gas Co., 285 U.S. 393, 406
(1932) (Brandeis, J., dissenting) ("[I]n nbost nmatters it is nore
i mportant that the applicable rule of |aw be settled than that it be
settled right.")
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prove that the Debtor, as a responsible person, "willfully" failed to pay
the taxes in question. 26 U.S.C. 86672(a). The Court is therefore called
upon to anal yze each of these elements in the context of this case.

1. Responsible Person

The Debtor argues that it was Brzezinski who, as CFO had the
duty to file tax returns and to nmke the appropriate tax paynents. He
states that this responsibility was assigned to Brzezinski by Tri-Cities
board of directors, as expressly permtted under the corporation's by-Ilaws.?'®
The |IRS does not dispute the Debtor's contention that Brzezi nski was
responsi ble for paying the withholding taxes;?° it instead points to the fact

that Brzezinski reported to the Debtor and that the Debtor had ultimte

authority to control the corporation's financial affairs. It argues that
this authority, even if wunexercised, is itself sufficient to conclude that
the Debtor is a responsible person. We nmust therefore deternmine whether the
ultimate authority to control corporate tax paynments is equivalent, for
purposes of 86672, to having a "duty" to make such paynments. 26 U S. C
86671(D) .

As with any matter involving statutory interpretation, resolution
of this issue should begin wth consideration of the Ilanguage of the
statute. As previously noted, 86671 speaks of a "duty" to perform the act

in question. The term "duty" is defined as "obligatory tasks, conduct,

19The by-laws provide in Article V, Section 2 that "[t]he Board
of Directors may . . . appoint such other officers . . . as they may
deem necessary for the transaction of the business of the
Corporation. AlIl officers and agents shall respectively have such
authority and perform such duties in the managenent of the property
and affairs of the Corporation as may be designated by the Board of
Directors.”

20As the IRS correctly points out, the fact that Brzezi nski may
be a responsi bl e person does not preclude the possibility that other
persons were responsible as well. GCephart v. United States, 818 F.2d
469, 473 (6th Cir. 1987).
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service, or functions that arise from one's position.” Webster's Ninth New

Collegiate Dictionary (1985) [hereinafter Webster's]. Use of the adjective

"obligatory" in this definition is consistent with the reference in 86672(a)
to the person "required" to collect and pay the withhol ding taxes. The word
"authority", on the other hand, is defined as the "power to influence or
command t hought, opinion, or behavior." [d.

These definitions suggest that the terns "duty" and "authority"

are not synonynous. The notion of a duty inplies an affirmative obligation
to perform specific act s, wher eas "aut hority" is by its nat ure
di scretionary. A high-level corporate officer, for exanple, my have the

authority to "conmand" that any nunber of actions be taken, but that does
not nean that he or she is obliged or required to do so. To equate
authority (or power or the right to exercise control) with duty, as the IRS
would have wus do, would expand the scope of 886671 and 6672 in a manner

whi ch appears unwarranted by the |anguage of these provisions. Cf. Wagins

v. United States, 188 F. Supp. 374, 376 (E.D. Tenn. 1960) ("The statute is
directed at the person charged with the duty of collecting and paying the

taxes and not sinply one who mmy have authority to do so."); Sherwood v.

United States, 246 F. Supp. 502, 508 (E.D. N.Y. 1965) ("Congress could have

char ged each princi pal of ficer of t he corporation with per sonal
responsibility for wllful failure to pay wthholding taxes
Certainly, enforcenment would have been much sinpler and easier. But
Congress did not so enact. Instead, the statute predicates liability upon
any person as officer, enployee, or menber who is under a duty to make such
payment and wllfully fails to do so.") (enphasis added). The statute
t heref ore does not appear to support the IRS argunent.

The IRS places a great deal of enphasis in its brief on the 7th

Circuit's decision in Mnday v. United States, 421 F.2d 1210 (7th Cr.),
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cert. denied, 400 U S. 821 (1970). Ironically, this case underm nes the
governnment's contention that the wunexercised authority to direct corporate
tax paynents is tantanount to a duty to nmke tax paynents under 86672. I'n
Monday, the court observed that:

Corporate office does not, per se, inpose the duty to
collect, account for and pay over the wthheld taxes
e Liability attaches to those with power and
responsibility Wit hin t he corporate structure for
seeing that the taxes withheld from various sources
are remtted to the Governnent. This duty is
generally found in high <corporate officials charged
with general control over corporate business affairs
who participate in decisions concerning paynent of
creditors and disbursal of funds.

421 F.2d at 1214-15 (enphasis added; citations onitted). The Seventh

Circuit's statenent to the effect that the holding of any particular

corporate office does not necessarily inpose responsible person status
inmplies that authority alone is not enough. The ~court's "power and
responsi bility" formulation also appears to run contrary to the IRS

contention that an individual can be held to be a responsible person sinmply

because he was in a position to exercise control. The word "power" is
roughly synonynmous with t he wor d "authority."? An i ndi vi dual is
"responsible" if he is "liable to be called to account as the primary cause,
notive or agent." Webster's. Monday does not attenpt to specify what
factors are relevant in determning whether an i ndi vi dual woul d be
account abl e, and thus have "responsibility,"” for the failure to pay
wi t hhol di ng taxes. G ven the court's reference to power and responsibility,
however, it seens fair to conclude that power (or authority) alone does not
mandate a finding of accountability. This conclusion is reinforced by the

reference to corporate officials who actually "participate in decisions"

2lpower is defined as the "possession of control, authority or
i nfl uence over others." Webster's.
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regardi ng corporate disbursenments. 421 F.2d at 1215

The IRS cites numerous decisions in support of its contention
that individuals wth wunexercised authority to control corporate paynents
are necessarily responsible persons. Many of these cases, however, involved

an individual who not only possessed such authority, but actually exercised

it. In Builders Finance Co., Inc. v. United States, 352 F. Supp. 491 (E.D.
M ch. 1970), the court held that the individual in question was |iable under
86672 "since he had and exercised control over all [corporate] disbursenents

and . . . disbursed funds to other creditors." Id. at 495. The court

in Reph v. United States, 615 F. Supp. 1236 (N.D. Ohio 1985) found that Reph

was a responsible person, expressly basing its conclusion in part on the

fact that, "[a]s part of the nmnagenent team [Reph] reviewed the bills of
the corporation and nade decisions as to paynent to creditors.” Id. at
1243. In Sherman v. United States, 490 F. Supp. 747 (E.D. Mch. 1980), the

court noted that each of the two persons allegedly responsible for failure
to nmake wthholding tax paynents had participated in decisions concerning
t he payment of corporate creditors. [|d. at 753.

Any statements in the foregoing cases which support the IRS
position are therefore dictum and wunpersuasive dictum at that. In each
case, t he court evidently bel i eved t hat t he i ndi vidual's active
participation in paynent decisions was significant enough to warrant nention
in the opinion. Mor eover, none of these <cases categorically state the
proposition advanced by the IRS, let alone offer a rationale for the
interpretation which the Governnent advocates.

O her cases cited by the IRS actually appear to contradict the

proposition it advances. In Sinder v. United States, supra, the Court of

Appeals affirmed the district court's ruling that Si nder was  not a

responsi ble person during the last quarter of 1971 because he "did not
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exercise any control over [the corporation's] business" during that tine

peri od. 655 F.2d at 731 (enphasis added). In Gephart v. United States, 818

F.2d 469 (6th Cir. 1987), the court nmade nuch of the fact that the alleged
responsi bl e person

[t]estified that he had the authority to initially
determi ne which creditors would be paid in that he
"reviewed the accounts payable and worked with Cheryl
[ Goebel] to determ ne which checks needed to be paid,

and then | turned the checks over to M. Bosset for
his approval to mail." Al t hough plaintiff points

to the testimbny of Cheryl Goebel to bolster his

ar gunment t hat Bosset really exerci sed "final"

authority, she also testified that plaintiff mde the

initial decisions as to which checks would be drawn.
Id. at 474. The court stated that "the test for determning responsibility
of a person under 86672 is essentially a functional one, focusing upon the
degree of influence and control which the person exercised over the
fi nanci al affairs of the ~corporation and, specifically, disbursenents of

funds and the priority of paynments to creditors.” Id. (enphasis added).

In Taubman v. United States, 499 F. Supp. 1133 (E.D. Mch. 1978), aff'd su

nom United States v. I nt erconti nent al | ndustries, I nc., 635 F.2d 1215

(1980), the court quoted with approval the sanme |anguage from Mnday which,

as previously noted, appears to undermne the IRS position. Id. at 1137-
38. As in Gephart, the court in Taubman described the test for

responsibility under 86672 as a functional one, which focuses wupon the
degree of control and influence which the officer exercised over the
fi nanci al affairs of the corporation and, nmore specifically, over t he
di sbursenment of funds and priority of paynments to creditors.” Id. at 1137
(enphasi s added).

The case which nmpost directly supports the IRS position is United

States v. Sweetser, 40 A F.T.R 2d 5152 (MD. Pa. 1977), which appears to

have involved facts simlar to this case. Sweetser was a 50% sharehol der
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in the taxpaying corporation and, as its secretary-treasurer, had authority
to sign corporate checks. He ar gued t hat responsibility for t he
corporation's financial affairs had been entrusted to the corporation's
president and other 50% sharehol der. The court rejected this argunent,
stating:

The del egation of this duty to M. Herring is
insufficient to relieve defendant of liability. The
fact that defendant had the right to exercise contro

over the financial affairs of the corporation nmkes
him a responsible person wthin the nmeaning of the
statute regardless of whether he actually exercised
daily control over such aspects of the business.
Harrington v. United States, 504 F.2d 1306 (1st Cir.
1974); Turner v. United States, 423 F.2d 448 (9th Cir.
1970); Datlof v. United States, 252 F. Supp. 11 (E.D.
Pa. 1966), aff'd, 370 F.2d 655 (3d Cir. 1966) [cert.
deni ed, 387 U. S. 906 (1967)].

The cases cited in Sweetser do not support its conclusion. In
Harrington (which the IRS also cites in its brief), the First Circuit stated

that there was

no error in the [Ilower] court's charge that an
i ndi vidual need not be in day-to-day control of the
adm nistrative and financial aspects of the business
in order to be the responsible person within the
meaning of 86672, so long as he has the right to
control such aspects of the business. This was a
correct statement of the |[|aw See Monday, [supral;
Hewitt v. United States, 377 F.2d 921 (5th Cir. 1967).

504 F.2d at 1315.

Harrington's reliance on Monday and Hewitt is msguided. As
previously stated, Mnday actually suggests that authority nust be coupled
with responsibility; neither Mnday nor Hewitt contains a statement which
could fairly be construed as supporting Harrington's conclusion that "power"
is all that is needed. It is also worth noting that both Mnday and Hewitt

appear to have involved persons who did in fact exercise control over their

respective conpanies. See Monday, 421 F.2d at 1215; Hewitt, 377 F.2d at
924. The persuasiveness of Harrington is further wundermned by the fact
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that the court seemingly contradicted itself, stating at another point in
its opinion that liability wunder 86672 extends to those persons with
"responsibility and authority" to avoid the default in trust fund tax
paynments. 504 F.2d at 1312 (enphasi s added).

Just as Monday appears to contradict the proposition for which
it is cited in Harrington, the Ninth Circuit's decision in Turner undernines

Sweetser's contention that an individual wth authority to direct paynents

to the IRS is, wthout nore, a responsible person. In Turner, the court
st at ed:

Section 6672 includes "all those so connected with a

corporation as to be responsible for the performance

of the act in respect to which the violation

occurred"; it reaches those who have "'the final word

as to what bills should or should not be paid and

when. ' " [quoting Pacific Nat. Ins. Co. v. United

States, 422 F.2d 26, 31 (9th Cir.), cert. denied, 398
U.S. 937 (1970), and citing United States v. G aham
309 F.2d 210 (9th Cir. 1962)] In this context "final"

means significant, rat her t han excl usi ve control.
Section 6672 "was designed to cut through the shield
of organizational form and inpose liability upon those
actually responsible for an enployer's failure to
withhold and pay over the tax. It would frustrate
this purpose needlessly to inmply a condition linmting

the application of the section to those noninally
charged with controlling disbursements of a corporate
enpl oyer, thus immunizing those who, through agreenent
with or default of those nominally responsible, have
exercised this corporate function in fact." [quoting
Pacific National]

423 F.2d at 449 (enphasis added). Turner thus suggests that the question
of who has the "final word" is designed to identify the person who actually
"calls the shots,” and not necessarily the person who has the right to
intervene and nmmke final determ nations regarding matters normally entrusted

to others.?? Turner's citation of Gaham lends further support for this

2?2t also bears noting that in Pacific National, from which
Turner quoted extensively, the Ninth Circuit stated that liability
under 86672 is limted to those persons "who exercise the
corporation's power to deternine whether or not to pay the w thheld
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inference, as the Ninth Circuit in that case remanded the case because the
district court did not "come to grips with the essential question: whet her
the board controlled the paynent of the corporation's tax debt or whether
this power had by the board been delegated to some officer of the
corporation.” 309 F.2d at 212.

Sweetser's reliance on Datlof is also msplaced. There is no
statement in that case to the effect that the nmere authority to direct
di sbursements justifies a finding that an individual is a responsible
per son. Moreover, the plaintiff in Datlof clearly exercised his authority
on a day-to-day basis; he alone signed many checks made payable to creditors
other than the IRS while w thholding taxes were delinquent, 252 F. Supp. at
23, and the court explicitly based its finding of responsibility in part on
the fact that he "signed all of Donchester's federal, state and city tax
returns.” Id. at 32. As with the other cases cited in Sweetser, then,
Datlof is weak authority for Sweetser's contention that an individual may
be a responsible person sinply by virtue of the fact that he had the right
to make decisions regarding the corporation's financial affairs.

The Governnent also cites Wiite v. United States, 372 F.2d 513

(C&t. d. 1967) as authority for the proposition that an individual my be
held to be a responsible person based sinply on the fact that he had the
authority to control the corporation's expenditure of funds. The court in
Whi t e observed that

a responsible person is nost frequently defined as a
person who has "the final word as to what bills or

creditors should or should not be paid and when." To
t hat ef fect, see, e.d., United States v. Graham
[supra]; Bloom v. United States, 272 F.2d 215 (9th
Cir. 1959), cert. denied 363 US 803 . . . (1960);

tax." 422 F.2d at 30. (enphasis added). This statenment clearly
inmplies that the right to exercise such power does not necessarily
subject an individual to liability under 86672.
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Sherwood v. United States, 246 F. Supp. 502 (E.D. N.Y.
1965); Neale v. United States, 13 A F.T.R 2d 1721 (D
Kan. 1964); Kolberg v. United States, 13 A F. T.R 2d
1615 (D. Ariz. 1964); Schweitzer v. United States, 193
F. Supp. 309 (D. Neb. 1961).

372 F.2d at 516-17.

The cases cited in \Wite do not support the CGovernnent's

posi tion. As previously noted, the Ninth Circuit in Graham inplied that the
guestion of whether the authority to control corporate payments has actually
been exercised is critical in determning whether an individual is a
responsi bl e person. In Bloom the same court distinguished a case cited by
counsel for the alleged responsible person on the grounds that the evidence
in the other case "established that the stockholders and directors sought
to be charged had wholly delegated such authority to an office mmnager and

did not participate in _any way in the non-paynent action." 272 F.2d at 223

(enmphasis added). The court in Sherwod held that the corporation's
president and CEO was a responsible person under 86672, except for that

period of tinme during which, although retaining office, he was incapacitated

by illness. 246 F. Supp. at 507. The court reasoned that, as a result of
this illness, he was "not 1in a position to act wth respect to the
corporation's financial condition or to nmake any decisions concerning
payment to creditors." 1d. at 508.

The other cases cited in Wite arguably suggest that power alone
suffices, but are in any event unpersuasive. The court in Schweitzer
apparently based its conclusion that the plaintiff was a responsible person
on its observation that, as "president, <chief executive officer, mgjority
shar ehol der, and chairman of the Board of Directors" of the taxpaying
corporation, he "was a person wth authority under the articles of
incorporation to determne what bills would and would not be paid and had

authority to direct the paynent of the taxes in question.” 193 F. Supp. at
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312. The only authority cited by Schweitzer is Bloom which, as noted above,
inmplied that the individual in question nust actually exercise his authority
in order to neet the definition of a responsible person. Al t hough nmaki ng
extensive findings indicating that Kolberg "exercised [his] authority during
the period involved in this <case,”" the court in Kolberg stated (wthout
citation) that "[a] person may be a responsible officer . . . if he has the
power to determne what bills should be paid." The court in Neale also
cited no authority or rationale for its statenent that "[a] person may be
a responsible person . . . if he has the power to determ ne what bills and

creditors should be paid and which should not. None of these three cases
unequi vocably states that the power to influence corporate disbursenents is
sufficient to establish responsibility regardless of whether such power is

in fact exercised.

A careful reading of the authority cited in Wite therefore |eads

to the conclusion that the person with the "final word" is best defined as
the individual who ultinately decided which bills were to be paid, rather
than the individual who had the wunexercised right to decide such matters.
This interpretation would be consistent with the decisions in Turner and

Paci fic National, supra.

Wiite also described Belcher v. United States, 6 A F.T.R 2d 5495

(WD. Va. 1960) as holding that the "delegation of authority by the
president of the corporation did not relieve him from' Iliability for wunpaid
wi t hhol di ng taxes. 372 F.2d at 518. R. L. Belcher and H T. Belcher were,
respectively, the president and vice-president/treasurer of the taxpaying
corporation. However, the court in Belcher noted that H T. was "prinmarily
responsi ble" for the operation of another corporation and that he "assuned
no obligation for making [the taxpaying corporation's] tax returns or doing

any of its bookkeeping." R L., on the other hand, was "in charge of the
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[taxpaying corporation's] operation,” and was responsible for signing the
corporation's tax returns and "checks for paynment of the taxes.” The court
subsequently concluded that R L. was a responsible person during the
relevant tinme period, but that H T. was not. Al t hough the court did not
el aborate, the logical inference is that the distinction was based on the
fact that H T. was not involved in the conmpany's day-to-day operations.
The decision in Belcher therefore actually Ilends support for the conclusion
that an alleged responsible person nust actively participate in financia
deci sions relevant to the paynment of wi thhol ding taxes.?3

For the reasons stated, we find the case law cited by the IRS to
be unpersuasive. This is particularly true in light of the fact that so
many cases have focused on the extent to which the alleged responsible
person actually participated in decisions regarding the paynent of corporate
debt s. If the authority to influence such decisions were deened sufficient,
those cases would have been engaging in a pointless inquiry: t he question

of whether the individual had actually exercised his authority would be

utterly irrelevant. The logical inference to draw from such cases, of
course, is that the <courts regard the extent to which the individual
actual ly exerci sed control to be an i nport ant consi derati on. Thi s
conclusion seens all the nore appropriate given the repeated references in

the decisions to the necessity of identifying the individual who had "power
and responsibility" to control the disbursal of corporate funds. See, e.q.

Braden, 442 F.2d at 344; Slodov v. United States, 552 F.2d 159, 164 (6th

Cir. 1977), rev'd n other grounds, 436 U S. 238 (1978); Sawer v. United

States, 831 F.2d 755, 758 (7th Cir. 1987); Liddon v. United States, 448 F.2d

23t is also worth noting that Wiite sinply revi ewed Bel cher and
ot her cases which it believed focused on ultimate authority; it did
not find it necessary to deci de whether to adopt the reasoning of
these cases. 372 F.2d at 519-20.
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509, 512 (5th Cir. 1971). As previously noted, this phrase suggests that
power alone does not a responsible person nake. We therefore conclude that
an individual who had the authority, but not the obligation, to direct tax
payments to the IRS is not a responsible person if he did not exercise such
aut hority.?

The I RS does not al | ege t hat t he Debt or assunmed any
responsibility for disbursing funds to the corporations' creditors while
Brzezinski was enployed by Tri-Cities. The evidence does not establish that

the Debtor even conferred wth Brzezinski or otherwise participated in

24l't could be argued that, even if such an individual does not
exercise his authority to control tax paynents, he nmay neverthel ess
be liable under 86672 if his failure to act was "willful." Cf. Neale
v. United States, 13 A F. T.R 2d 1721 (D. Kan. 1964) ("The question is
si mply whet her such person had know edge that the taxes were not
being paid by the corporation and had the final word as to what bills
to pay or not to pay and when, and if he had such power or fina
word, and such know edge, then he is a responsible person . . . .").
Thi s conclusion might be reconciled with the statutory reqU|renent of
a duty to make the tax paynents by view ng the individual'
authority, when coupled with the requisite |evel of knowﬂedge
relative to the delinquency, as giving rise to a duty to take
affirmative steps to insure that the tax paynments are made. Cf.
Schweitzer, 193 F. Supp. at 311-12 ("[T]he plaintiff was put on
notice by the filing of the federal tax liens that the corporation
was not naking tinely remttance of [trust fund] taxes, and thereupon
it becane i ncunmbent upon the plaintiff to exercise his duties as

presi dent and chi ef executive officer . . . and actively participate
to the extent necessary to cause the paynment . . . of [trust
fund] taxes . . . ."). One problen1mnth this argunent is that it

obscures t he dlstlnctlon bet ween the "responsi bl e person" and
"willful ness" el ements, maki ng knowl edge of the delinquency rel evant
to both determinations. Cf. Mazo, 591 F.2d at 1156
("[Rlesponsibility is a matter of status, duty and authority, not
know edge."); Pototzky v. United States, 56 A.F.T.R 2d 5157 (Ct. C .
1985) ("[Klnowl edge is irrelevant in considering whether [plaintiff]
was a 'responsible person' . . . [citation omtted]. Plaintiff's
know edge of nonpayment is, at nost, relevant to the issue of
willfulness."). On the other hand, such an approach avoids the
unjust result of permitting an individual in a position of power to
escape liability by sinply doing nothing. W have no occasion to
resol ve this issue, however, as the Court concludes, infra, that the
Debtor did not acquire know edge of the delinquency during
Brzezinski's tenure, nor did he recklessly disregard information

i ndicating the possibility of a delinquency.
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deci sions regarding which debts were to be paid. The IRS instead relies in
essence on the fact that the Debtor could have done these things if he had
so chosen. For the reasons discussed above, we believe that this reliance
is msplaced, and we accordingly hold that the Debtor was not a responsible
person while Brzezinski remained in office.

Taking a sonmewhat different tack, the IRS also argues that the
Debtor cannot escape liability by delegating his duty to collect and pay
taxes to others within the corporation.?® In support of its "no delegation”

theory, the IRS cites Harrington v. United States, supra; Mzo v. United

States, 591 F.2d 1151 (5th Cir. 1979); and Howard v. United States, 711 F.2d

729 (5th Cir. 1988). Neither Mazo nor Howard is on point, however,? and we
again find Harrington to be unpersuasive.

In Harri ngt on, one  of the plaintiffs clained he was not
responsible for paynent of a portion of the delinquent taxes Dbecause
responsibility for the paynent of those taxes had been "delegated" to
Harri ngt on. 504 F.2d at 1312. The First Circuit did not categorically

reject this argument; it instead stated that "[s]ince the jury could

25Si nce we have held that the Debtor was not otherw se a
responsi bl e person while Brzezinski was acting as CFO, the act of
"del egation" to which the IRS presumably refers is the corporate
restructuri ng whereby responsibility for tax paynents was vested in
the newly created position of CFO. At the time of this
restructuring, of course, the corporation was not delinquent in its
tax payments. There is no indication, nor does the IRS allege, that
the corporation was restructured in an effort to thwart IRS
collection efforts.

26Mazo hel d that the del egation of duty did not constitute a
"reasonabl e cause" for the responsible person's failure to remt
taxes. 591 F.2d at 1155. The rel evance of the all eged del egati on of
duty was therefore considered in the context of "wllfulness"; the
court did not address the question of whether an individual can avoid
desi gnation as a responsi bl e person on the grounds that he del egated
his responsibility to a subordi nate, presumably because counsel chose
not to frame the argunent in such terns. The plaintiff in Howard did
not allege that he had del egated his duty under 86672 to a
subordi nate. See 711 F.2d at 736 n. 6.
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properly have found that Davis was the person wth responsibility for the

taxes, we find no error in the decision of the court below™ 504 F.2d at
1313. Harrington did quote approvingly the following passage from MCarty

v. United States, 437 F.2d 961, 967-68 (Ct. C . 1971):

As a general proposition it may be safely postul ated

t hat one who is the founder, chi ef st ockhol der,
president, and nmenber of the board of directors of a
corporation . . . is rebuttably presuned to be the
person responsible under §[6672] of the Code and is
thus liable for the penalty, in the absence of an
affirmative showing by him that in actual fact he

| acked the ultimate authority to withhold and pay the

enpl oynment taxes in question, or that his omssion was

not willful in the statutory sense
504 F.2d at 1313. In offering this quote, however, it is not at all clear
whet her Harrington purported to sunmarily reject the premse that a
controlling stockholder and president can be relieved of the duty to collect
and pay taxes by the enployer's delegation of that duty to others. In any
event, MCarty appears to have wused the term "ultimate authority" as a
synonym for the "final word," a phrase which, as previously discussed, is
apparently intended as a reference to individuals who actually nade the
final decision regarding how funds are to be disbursed. ?’

McCarty therefore does not provide support for the proposition
that an individual who delegates his duty to pay corporate taxes to a
subordinate continues to be a responsible person notwithstanding that he no
| onger actually exercises authority wth respect to the paynment of taxes.
To the contrary, MCarty would appear to stand for the proposition that a
duty my be effectively delegated, so long as the delegator does not

continue to nmke the ultimte decision regarding which debts are to be paid.

Accord, G aham supra; Cushman v. Wod, 149 F. Supp. 644 (D. Ariz. 1956);

2"The passage from White, supra, regarding the "final word" is
quoted with approval in MCarty; both cases were decided by the sane
panel of judges.
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W ggi ns, supra. I ndeed, to suggest otherwise would nean in effect that the
Debtor, having concededly been a responsible person in the time period
preceding Tri-Cities' expansion, would retain responsibility for as long as
he remained in a position of authority, even if Tri-Cities had expanded into
a publicly held, nmulti-national conglonerate. W find no support for such
a contention, and we therefore reject the |IRS argunent that the Debtor
remai ned a responsible person, notwi thstanding the corporate restructuring
which assigned responsibility for paynent of wthholding taxes to the CFO

The next issue is whether the Debtor becane a responsible person
after Brzezinski's departure. Al t hough the Debtor concedes that he assuned
Brzezinski's responsibilities upon the latter's resignation, he contends
that he was not a responsible person because, shortly after Brzezinski
resigned, M\B took control of corporate funds and decided which creditors
were to be paid from these funds. The response to this argument depends on
how one views the "responsible person” designation. If it is regarded as
a function not only of the individual's role within the corporation, but
also as dependent upon the nature of the funds in question, then the
Debtor's argument is quite plausible. From this perspective, the Debtor is
a responsible person, but his "responsibility" extends only to those funds
which are available for paynent to the IRS. Thus, the Debtor could be said
to have been a responsible person vis-a-vis funds released by MB for the
paynment of current withholding taxes, but not as to those funds retained by
M\B or released for the express purpose of paynent to current vendors.

Conversely, the existence of available funds (or any funds, for
that nmatter), my be viewed as irrelevant to the determ nation of whether
a corporate enployee is a responsible person: the sole inquiry would be
whet her the person in question was responsible for collection and paynent

of the wi thholding taxes. W believe this viewpoint is better supported by

32



the |anguage of the statute, and is also nore consistent with those cases
that have interpreted the "responsible person" designation.?8 In Slodov, for
exanple, the Suprene Court based its holding that Slodov was not |liable
under 86672 on the premise that the funds in question were not subject to
the trust inposed by 26 U S.C. 87501, 436 U S. at 259; it accepted Slodov's
concession that he was a responsible person during the period in question

Id. at 246. See also Howard, 711 F.2d at 734 (describing responsibility as

a mtter of status, duty and authority"). We therefore hold that the
Debt or becane a responsi bl e person upon Brzezinski's resignation.?°

2. WIllful ness

For the reasons stated above, the Court concludes that the Debtor
was not a "responsible person" during Brzezinski's tenure. Even if we were
to hold otherw se, however, the IRS would also have to prove that the Debtor
acted wllfully. Nonpayment of taxes is "willful, for 86672 purposes, if

it is voluntary, knowing and intentional even though it is not done with a

bad purpose or an evil motive . . . ." Cal derone, 799 F.2d at 259 (quoting
Barnett v. United States, 594 F.2d 219, 222 (9th Cir. 1979)). Not
surprisingly, nost of the —controversy in applying this definition or

28From a practical standpoint, it matters little whether the
availability of funds is regarded as a legitimte consideration in
det ermi ni ng whet her an individual is a responsible person. |If the
funds in question are indeed unavailable for paynent to the IRS, a
responsi bl e person cannot be held |iable under 86672 because his
failure to nmake paynment fromthose funds is not willful. See Mzo,
591 F.2d at 1157. The Debtor's contention that the corporation's
funds were commandeered by MNB will therefore be considered infra in
the context of determ ning whether the Debtor willfully failed to pay
t he del i nquent taxes.

2°This is not to suggest that M\B could not al so be subject to
liability. As previously noted, nore than one person nay be deened a
"responsi bl e person" under 86672, and |lending institutions may be
subject to liability pursuant to 86672 for w thhol ding taxes that
were not paid by the taxpayer. Commercial Nat. Bank of Dallas v.
United States, 665 F.2d 743, 754-55 (5th Cir. 1982).
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variations thereof has been wth respect to the question of what (if
anything) the responsible person nust "know' in order to have acted
willfully. Of course, a responsible person who is aware that w thholding
taxes are delinquent at the tinme he nmkes paynents to other creditors of the
taxpaying entity may be subject to liability under 86672. See Gephart, 818
F.2d at 475. It is also clear that know edge of the delinquency can be
established by circunstanti al evi dence; the factfinder is not bound to
accept self-serving statenents by the would-be penalty payer as to what he
did or did not know regarding the status of tax paynents owing to the

Governnment. RS v. Blais, 612 F. Supp. at 708.

Many courts, however, have expanded the definition of wllfulness
to include not only actual know edge of the delinquency, but also "reckless
di sregard®" as to whether or not a delinquency exists. Cal derone, 799 F.2d

at 260; Teel v. United States, 529 F.2d 903, 905 (9th Cir. 1976); Kalb v.

United States, 505 F.2d 506, 511 (2nd Cir. 1974), cert. denied, 421 U S. 979

(1975); Monday, 421 F.2d at 1215. The rationale behind this conclusion is
that to hold otherwise would pernit a responsible person to escape liability

under 86672 by "burying his head in the sand.” First American Bank & Trust

Co. v. United States, 79-1 USTC 19205 (WD. Okla. 1979).

Cal derone notwi t hstandi ng, the Debtor contends that the Sixth
Circuit requires actual know edge of the delinquency in trust fund tax
paynments, and that "reckless disregard® as to that fact is insufficient.

In support of this contention, he cites Nolan v. United States, 829 F.2d

1126 (6th Cir. 1987) (unpublished) (LEXIS 12605). However, the Sixth
Circuit stated that "willfulness could be established by proof that Nolan
had the corporation pay the partnership at a tinme when he knew that the

corporation was indebted for taxes, or was reckless in that regard.”

(enphasi s added). See also GCephart, 818 F.2d at 475 (citing Calderone for
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the proposition that reckless disregard for "obvious" or "known" risks nmay
constitute willfulness under 8§6672) . The Debtor's claim that act ual
know edge of the delinquency nust be denpnstrated is therefore without
merit.

Blais identified three typical scenarios in which a finding of
wi | | ful ness has been based on reckl ess di sregard:

First, courts have held that reliance upon the
statements of a person in control of the finances of

a conpany may constitute reckless disregard when the
circunstances show that the responsible person knew
that the person meking the statements was unreliable.

This requires a finding that the responsible person
had knowl edge that the other individual had in the
past failed to perform adequately with regard to the
financial affairs of the taxpayer entity .

Second, courts have held that "[w]illful conduct also
i ncl udes failure to i nvestigate or to correct
nm smanagenent after having noticed that wi t hhol di ng
taxes have not been remitted to the Governnent."
[citing Kalb, 505 F.2d at 511 ] This requires a
finding that the responsible person had "notice" that
the taxes had not been renmtted in the past. .
If "notice" as used in Kalb is construed as requiring
sonet hi ng | ess t han "know edge, " cases in this
category are in essence quite simlar to those in the
[next] group .

Thi rd, courts have found that when a responsible

person continues to pay other bills knowing that the

busi ness is in financi al troubl e, he willfully

violates 86672 if he fails to make reasonable inquiry

as to whether noney would or would not be available

for paynment of the taxes when they becone due.

[citing Teel, 529 F.2d at 905].

Blais, 612 F. Supp. at 710 (citation omtted).

There has been some disagreenent in the reported decisions
concerning whether reckless disregard is neasured by a "subjective" or
"obj ective" st andar d. Sever al courts have explicitly stated that a
subj ective standard applies, neaning that the <court nust find that the

responsi ble person did in fact possess the relevant know edge, whether such

"know edge" be wth respect to the inconpetence of a subordinate, t he
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conpany's general financial distress or other pertinent facts. See Blais,

612 F. Supp at 708; Kalb, 505 F.2d at 511; Sawer, 831 F.2d at 759. O her
cases have inplied that an objective standard is appropriate. Wight v.

United States, 809 F.2d 425, 427 (7th Cir. 1987) ("[T]he 'responsible

person' is liable if he (1) clearly ought to have known that (2) there was
a grave risk that wthholding taxes were not being paid and if (3) he was

in a position to find out for certain very easily.")30 See also Thonsen v.

United States, 887 F.2d 12, 18 (1st Cir. 1989) (quoting Wight and stating

that "gross negligence" may constitute reckl ess disregard).

As a practical matter, however, this distinction is not very
significant, inasnuch as the sanme result can be justified by application of
ei ther standard. Assunme, for exanple, that the IRS nmiled a series of

del i nquency notices to the CFO of a corporation; the CFO acknow edged
recei pt of correspondence from the IRS, but stated that he routinely ignored
t hem This conduct would obviously anmpbunt to gross negligence if neasured
against what a "reasonable person" would do. A court could legitimtely
reach the sanme conclusion under a subjective standard by sinply discrediting

the CFO s testinony as being too inplausible. Cf. Prosser, The Law of

Torts, at 185 (4th ed. 1971) (Stating that recklessness is wusually defined

in part as "unreasonable" conduct by an actor "in disregard of a risk known

to him or so obvious that he nust be taken to have been aware of it.")
(enmphasi s added). The distinction between a subjective standard and an
obj ective one nmmy therefore boil down to whether one prefers to characterize
the relevant information as constituting facts which the responsible person

must have known," Burack v. United States, 461 F.2d 1282, 1292 (Ct. dO.

30The opinion in Wight thus contradicts the position
subsequently taken by the same court in Sawyer, supra, with regard to
whet her a subjective or objective standard applies.
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1972), or "clearly ought to have known." Wight, 809 F.2d at 427. See

generally Prosser, supra at 183-85 (noting the difficulty in distinguishing

"reckl ess disregard" from "gross negligence").?3!

The Debtor testified that he did not have actual know edge of the
delinquency in tax paynents until "the last week of April, 1987," and the
RS does not dispute this contention. Page 17 of IRS trial brief. The IRS
instead argues that nunerous nonthly financial statements relating to npst

of 1984 and part of 1985 "should have caused [the Debtor] to investigate the

status of the withholding tax liabilities." Id.; pages 6-8 of IRS post-
trial brief. In these statenents, the entry for "Fed. Deposit-Payable"
greatly exceeded the "Taxes-Payroll" entry. The Debtor apparently concedes

that these data are reflective of a delinquency, Page 4 of Debtor's post-

trial brief, but contends that he never noticed the discrepancy in his
review of the statenents. For a nunber of reasons, this contention appears
credi bl e.

It is wundisputed that the Debtor's expertise was in conputers,

not finance or accounting. There is no evidence that he had the training
or skill necessary to glean critical information from a fairly detailed
fi nanci al st at ement . 32 In his review of these statements, the Debtor
concentrated on gross sales and current expenses; he assuned that hi s
outside accountants would highlight any "red flags" in the statenents. Thi s
expectation nmmy not have been justified in light of the Debtor's concession

31The cases are in agreenent that negligence which falls short
of gross negligence does not constitute willful conduct. Cal derone,
799 F.2d at 259; Mnday, 421 F.2d at 1215; Thonsen, 887 F.2d at 18;
Wight, 809 F.2d at 427.

32The entry for "Fed. Deposit-Payable" is one of 14 itens under
"Current Liabilities" in the balance sheet; the "Taxes-Payroll" entry
is on a separate page and is one of 34 itens under "Expenses" in the
St atement of | ncone.
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that his accountants were responsible only for conpiling data and did not
provide analysis; on the other hand, it is not inplausible that a relatively
unsophi sticated entrepreneur would nmke such an assunption. There is also
no evidence to suggest that the Debtor had any particular reason to focus
on those items in the financial statenents relating to tax paynments; during
the tinme in question, the Debtor was under the understandable (if m staken)
impression that his conpanies were operating successfully. Furt her - nore,
testimony showed that Brzezinski endeavored to keep the Debtor in the dark
regarding the status of trust fund tax paynments. Under these circunstances,
the "warning signs" contained in the financial statenments would not appear
to be so manifest as to justify an inference either that the Debtor nust
have recognized these signs, or that his failure to recognize them anmounted
to gross negligence. This conclusion is further supported by the fact that
the corporations' secured creditors also received copies of these financial
statenments and yet never brought the discrepancies to the attention of the
Debt or. It can only be assumed from this that these lending institutions
also failed to detect the discrepancy and/or to appreciate its significance.

The |IRS argues that, even if the Debtor did not wllfully fai

to pay taxes prior to April 30, 1987, his conduct after that date was
wi |l ful to the extent he used "unencunbered" corporate funds to pay
creditors other than the IRS. 2 Pages 26-27 of |IRS post-trial brief. The
Debtor responds that the funds in question were not "unencunbered." The
failure to make wthholding tax paynments is not wllful if the responsible

33As previously discussed, the courts have indicated that
know edge of financial distress may trigger an obligation on the part
of a responsi ble person to make further inquiry regarding the status
of tax paynents and to take appropriate action. Blais, 612 F. Supp
at 710. However, the IRS does not contend that the Debtor's response
to M\B's letter of default in early April of 1987 was untinely or
ot herwi se insufficient.
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person does not have unencunbered funds with which to make the payments.
See Mazo, 591 F.2d at 1157. Because we have held that the Debtor becane a
responsi bl e person upon Brzezinski's resignation, he is subject to liability
pursuant to 86672 if, and to the extent that, his failure thereafter to make
payments on the delinquent taxes was willful. The next issue which we nust
decide, then, 1is whether any funds generated by the conpanies after April
30, 1987, and paid to entities other than the I RS were "unencunbered."”

The courts have general ly refrai ned from specifying what
constitutes "unencunbered® funds for purposes of 86672. However, a review
of the case |aw suggests that the term "unencunbered" can appropriately be

defined as funds which are available to the taxpayer for use in ts

di scretion. See Sorenson v. United States, 521 F.2d 325, 327 (9th Cir.
1975) (referring to the "degree of control" that the responsible person had
over a "trust account"” containing funds which secured a bank loan); In re

O son, 101 B.R 128, 130 (Bankr. D. Neb. 1988) ("The Conpany, although under
pressure from the lender with regard to . . . the anount of noney that the
lender would neke available for paying ordinary and necessary business
expenses, had . . . the absolute power to nmke all managenent determ nations
and the lender was not in control of any aspect of the Conpany."); Browne

v United States, 234 F. Supp. 19, 22 (D. Mnn. 1964) (holding that the

responsi ble person was liable for wunpaid wthholding taxes with respect to
which the secured creditor had "not at any time specifically direct[ed the
corporation] to refrain® from paying to the IRS (quoting from a letter

placed into evidence)); United States v. Hill, 368 F.2d 617, 622 (5th GCr.

1966) (indicating that an "inportant factor" in determning liability wunder
86672 is whether the taxpayer is "free to draw on its own [bank] account");

Pacific Nat. Ins. Co. v. United States, 270 F. Supp. 165, 169 (N.D. Cal.

1967), aff'd, 422 F.2d 26 (9th Cir.), cert. denied, 398 U S. 937 (1970)
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(noting that the lender, which also guaranteed a loan to the taxpayer from
anot her source, "exercise[d] conplete dom nion and control of the funds, and
determine[d] in its sole discretion the creditors to be paid");

Holland v. United States, No. 83-1362 (E.D. Cal. 1988) (LEXIS 16760) ("[T]he

evi dence presented shows that there was no interference by the bank in the
deci sion of which creditors were to be paid.")

Where the taxpayer's discretion in the use of funds is subject
to restrictions inposed by a creditor holding a security interest in the
funds which is superior to any interest clained by the IRS, the funds are
regarded as encunbered if those restrictions preclude the taxpayer from
using the funds to pay the trust fund taxes. See Slodov, 436 U. S. at 259;

Brown v. United States, 591 F.2d 1136, 1141 (5th Cir. 1979); Hol | and

supra.

The IRS initially argued that "[t]here was approximtely $98, 000
available to pay the bills after [the Debtor] concedes he knew of the past-
due tax obligations." Page 17 of IRS trial brief. The Debtor contends
that these funds were subject to a security interest held by MB, and were
not available for paynment to the IRS of delinquent taxes. The IRS

subsequently nodified its position, argui ng that there was "at | east

%4The exi stence of a superior lien, without nore, does not
create an encunbrance for purposes of 8§6672: there nust be
condi tions inposed by the | ender which render the funds unavail abl e
for payment to the IRS of the trust fund taxes for the tine period in
guestion. See Ason, 101 B.R at 133 ("[T]he I ender, although having
a security interest in all of the personal property of the Conpany,
i ncludi ng recei vabl es, provided to the Conpany gross payroll amounts
whenever payroll was requested . . . . Therefore, the Court
concl udes that sufficient funds were avail able to make the [unpaid]
trust fund tax paynents and that the Conpany had the authority to
maeke such paynents with funds advanced for payroll purposes.”) O
course, the encunbrance nust be legitimate; the court may disregard a
purported "encunbrance" if there is evidence indicating that it was
not hi ng nore than a schene designed to avoid tax paynents. See
Brown, 591 F.2d at 1141-42.
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$22,000" in cash sales available for paynment to the corporations' enployees

that were "not subject to the Bank's security interest."” Page 27 of IRS
post-trial  brief. However, the security agreenent between MB and Tri-
Cities includes as collateral the proceeds of inventory (Page 1 of security
agreenent). The Debtor testified that the funds used to pay enployees cane
directly from MNB, and were forwarded to Tri-Cities for the specific purpose
of paying payroll. The IRS does not dispute this contention, but instead

suggests that the funds in question were not encunbered because they were

not funds which "may be paid only to the <creditor holding the security

interest." Page 20 of IRS post-trial brief.
The |IRS contention that funds are encunbered only if t he
lienholder requires that they be paid directly to it is wthout nerit. In

determ ning whether funds are encunbered, the cases have focused on the
extent to which the enployer has wuninpaired access to or control of the
funds. From the Debtor's perspective, funds are just as "unavailable," for
purposes of paying the |IRS, whether the creditor requires that the funds be
applied toward the indebtedness or instead directs paynent to sone other
entity. The proposition advanced by the IRS therefore runs contrary to
these cases, and the IRS cites no authority or rationale to support its
ar gument .

As previously stated, the fact that funds are subject to a
security interest does not itself warrant a finding that the funds are
"encunbered. " The IRS is therefore correct in stating that "[t]he nere

exi stence of a security interest in favor of one creditor cannot be held to

a give a responsible person the blanket |icense to prefer all types of other
creditors over the United States.” Page 20 of IRS post-trial  Dbrief
However, there is no indication that the Debtor received a "blanket |icense"

from MNB to disburse the funds in question as he pleased; to the contrary,
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the evidence denonstrated that M\B pernitted the funds to be used only for
current payroll purposes and paynent of miniml operating expenses such as
rent and utilities. Al t hough the Debtor was allowed to and did pay current
wi thholding tax obligations, MB did not pernmt any of the funds to be
applied toward delinquent wthholding taxes. Funds which are subject to

such restrictions are clearly "encunbered." See McCullough V. Uni t ed

States, 462 F.2d 588, 590 (5th Cir. 1972) ("[T]lhe continued operation [of
the taxpaying corporation] . . . was at the wll of a large factoring
conmpany which had security instruments covering substantially all the assets
of the corporation and advanced funds for the operation only as item zed by
speci fic voucher. Under these circunstances no unencunbered funds becanme
available to the taxpayer out of which he could reinstate the so-called
"trust fund,' and then pay the sane over to the government."); Browne, 234
F. Supp. at 22 (holding that Browne was not |I|iable under 86672 for wunpaid
tax obligations arising after a secured creditor "commandeered all the funds
and assets of [the corporation], and Browne no |onger had any control over
the funds of the corporation"). We conclude that because the funds in
guestion were encunmbered, the Debtor's nonpaynent of past due trust fund
taxes was not willful.
CONCLUSI ON

For the reasons stated, we hold that the Debtor's objection to
the IRS claim against the estate is correct and that the Debtor's estate
is not liable for the 100% penalty under 86672. A separate order sustaining

the objection and disallowi ng the claimhas been entered.

Dat ed:

ARTHUR J. SPECTOR
U. S. Bankruptcy Judge
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